Multinational enterprise in control of dispersed overseas resources and capabilities has been linked to strategic flexibility that allows the firm to take advantage of opportunities and manage exposures imposed by changing environmental conditions. This paper analyzes the implied performance and risk management effects in a comprehensive sample of public firms and finds supportive evidence for the proposition that multinationality can enhance performance across industries. However, the ability to exploit upside potential and avoid downside risk is industry specific. The positive effects of multinationality are found particularly pronounced among firms operating in knowledge intensive service industries while firms in capital-intensive primary industries display the inverse relationships.
Introduction
There is general agreement that multinational enterprise gives access to a range of resources and capabilities that provide the firm with incremental strategic opportunity (Prahalad and Doz, 1987; Yip, 1995; Bartlett and Ghoshal, 1998; Govindarajan and Gupta, 2001 ). Operating in a global environment also increases the uncertainty and complexity of strategic decisions (e.g., Rosenzweig and Singh, 1991; Zaheer, 1995) . The multinational challenge can, therefore, be expressed as an ability to manage global flexibility to exploit the upside potential of business opportunities and avoid major losses from downside risks inflicted by turbulent international market conditions. However, the relationships between multinationality and the associated performance benefits remain inconclusive (e.g., Brewer, 1981; Grant, 1987; Hitt et al., 1994; Quin, 1997; Contractor et al., 2003) .
Multinational flexibility has been conceptualized through an options theoretical lens, which suggests that firms in control of real options embedded in global operational assets can help manage exposures to environmental uncertainty in a more proactive manner (e.g., Kogut, 1985; Bowman and Hurry, 1993; Sanchez, 1995; McGrath, 1997) . This conceptualization can be extended by a knowledge-based perspective where multinationality provides access to diverse competencies and market insights and thereby increases the firm's ability to recombine these knowledge elements into effective responsive actions Zander, 1992, 1993; Grant, 1996) . However, recent studies have questioned the legitimacy of real options related benefits for a lack of supportive evidence (e.g., Lander and Pinches, 1998; Reuer and Leiblein, 2000; Coff and Laverty, 2001 ). To enlighten the apparent 'stalemate' in the assessment of potential benefits from the implied multinational flexibilities this paper examines the relationship between multinationality and downside risk, upside potential, and economic performance based on a recent dataset covering the five-year period from 1996 to 2000. Where previous empirical studies have been limited to specific manufacturing industries, the current paper analyses the effects of multinationality across the full industrial spectrum ranging from capital intensive primary industries to knowledge intensive service industries and thereby honors the call for a more extended industry focus (Contractor et al., 2003) . The study demonstrates that positive performance and risk management effects from multinationality do seem to exist although they vary significantly between industrial environments.
In subsequent sections, the paper outlines the theoretical arguments for the asset related and knowledge-based flexibilities in the multinational enterprise and hypotheses on associated performance outcomes are developed. An empirical study to test the hypotheses is outlined, the results are presented and discussed and tentative conclusions drawn from the findings.
Multinational asset structure and flexibility
The alternative choices associated with real options inherent in the multinational enterprise should provide flexibility in strategic decision-making and thereby increase the firms' ability to respond to changing conditions. Real option structures can be construed as combinations of tangible and intangible assets that provide the firm with choices between alternative actions, e.g., implementation of different business ventures, timing of business projects, expansion and contraction of business activities, moving business activities between corporate entities, etc.
Hence, these option structures can take several forms including growth, expansion, contraction, deferral, and switching options (e.g., Trigeorgis, 1988 Trigeorgis, , 1993 Trigeorgis, , 1996 Kulatilaka and Trigeorgis, 1994) . It has specifically been argued that switching options make it possible for the firm to restructure in response to changes in global price relations by shifting operations between national entities controlled by the multinational enterprise (Kogut and Kulatilaka, 1994; Rangan, 1998) . Other flexibilities have been ascribed to international joint ventures and sequential market entry (Kogut, 1991; Hurry, Miller and Bowman, 1992; Chang, 1995) . The conceptualization of real options embedded in operational flexibilities has typically focused on modularized manufacturing processes and investment modes that allow the corporation to modify the production platform along a global value chain (Sanchez, 1993 (Sanchez, , 1995 .
Flexible multinational operations could, for example, allow the firm to mitigate effects of major currency swings and economic exposures associated with changes in relative demand conditions and factor costs across national environments (Allen and Pantzalis, 1996; Kogut and Chang, 1996; Miller, 1998) . Similar advantages have been expressed as exploitation of economic arbitrage opportunities across national markets (Teece, 1981) . However, the empirical evidence on the risk management effects of multinationality is mixed. Qian (1996) concluded that multinational structure typically is associated with more stable income streams. Reeb, Kwok and Baek (1998) found that internationalization often leads to higher systematic risk, and Reuer and Leiblein (2000) found no reduction in downside risk effects from multinationality.
Multinational knowledge management and responsiveness
The diversity of the global business environment has inspired the use of learning perspectives in the analysis of internationalization (Johanson and Vahlne, 1990; Barkema, Bell and Pennings, 1996) . Organizational learning can also be linked to the recognition of real option structures that provide the corporation with an ability to adapt its strategic path (Huber, 1991; Bowman and Hurry, 1993; Chi and McGuire, 1996) . It has also furnished an increased focus on knowledgebased perspectives where the multinational enterprise is seen as a knowledge network that enables the development of new strategic opportunity (Grant, 1996; Inkpen and Dinur, 1998; Desouza and Evaristo, 2003) . The asset related flexibilities in multinational enterprise derive from the firms' operational setups (e.g., Kogut and Kulatilaka, 1993; Sanchez, 1993) . The knowledge-based perspective, in turn, emphasizes the innovative capacity deriving from diverse multinational competencies and insights as support for the development of business opportunities that increase the strategic maneuverability of the firm in an uncertain global environment (e.g., Mang, 1998; Mudambi, 2002) . Multinationality arguably enables the exchange of knowledge between different national environments where diversity of experiences can enhance the ability to learn and innovate Zander, 1992, 1993; Grant, 1996) .
Hence, the absorptive capacity of the associated knowledge network should improve when the firm has a presence across global market locations (Cohen and Levinthal, 1990; Foss and Pedersen, 2002) .
By choosing to locate in overseas markets with different product adaptations, technology applications, logistical structures, etc., the firm can establish a multinational enterprise that comprises a unique global knowledge network. The insights available from different national markets may help the corporation reach more effective responses to changing environmental conditions through internal knowledge management processes (Huber, 1991; Grant, 1991) . The uniqueness of the multinational knowledge base and associated learning processes may enhance specific capabilities that allow the firm to extract economic rents (Wernerfelt, 1984; Barney, 1991) . Hence, multinational enterprise can furnish the creation of strategic opportunity from access to diverse market insights, operational capabilities, and firm specific knowledge management processes. The ability to take initiatives and develop global business opportunities extends the strategic alternatives available to the firm and provides flexibility to pursue alternative actions.
Hypotheses
The real options embedded in a multinational operational setup provide the firm with a wider range of alternative actions to chose from (e.g., Kogut, 1989; Luehrman, 1998b) . Hence, the firm increases its ability to respond effectively when it, for example, is faced with changing demand conditions and price relationships between national markets (Kogut and Kulatilaka, 1994; Kogut and Chang, 1996; Miller, 1998) . Furthermore, a diverse global knowledge network combined with effective knowledge management processes should increase the responsiveness to adverse environmental conditions (Grant, 1996; Foss and Pedersen, 2002; Desouza and Evaristo, 2003) . These rationales lead to the following hypothesis.
Hypothesis 1: A firm's level of multinationality is negatively related to its downside risk.
Multinationality is likely to represent diverse competencies and market insights across different national establishments and thereby provides a versatile knowledge reservoir for innovative behaviors that may enhance the creation of strategic opportunity (Foss and Pedersen, 2002; Desouza and Evaristo, 2003) . New business opportunities in effect represent a set of growth options (Kester, 1984; Myers, 1984; Luehrman, 1998a) or "positive NPV undertakings" (Denrell, Fang and Winter, 2003) that can be exploited under favorable circumstances and deferred if conditions are unfavorable. This is consistent with an options perspective where the theoretical option value reflects the potential gains under volatile market conditions (e.g., Andersen, 1993; Hull, 1993) . Hence, the capacity to create new business opportunities in the multinational enterprise should increase the corporation's ability to achieve excess returns. This argues for the following hypothesis.
Hypothesis 2: A firm's level of multinationality is positively related to its upside potential.
The positive effects of multinationality can build on asset related flexibilities as well as diversity in knowledge-based resources that allow the multinational enterprise to circumvent the adverse effects of unfavorable conditions and take advantage of business opportunities under favorable conditions. The knowledge-based perspective argues for incremental value creating effects associated with the ability to develop strategic opportunity and achieve better responsive actions (Grant, 1996; Foss and Pedersen, 2002) . Internationalization is associated with lower performance due to increased complexity and liabilities of foreignness (Rosenzweig and Singh, 1991; Zaheer, 1995) . However, we argue that the combined effects of operational flexibilities and the responsiveness associated with a multinational knowledge network can outweigh the costs. Therefore,
Hypothesis 3: A firm's level of multinationality is positively related to its economic performance.
Real option structures in the multinational enterprise have been ascribed to operational flexibilities along the global value chains that provide flexibilities to switch transaction volume between international business entities (Sanchez, 1993 (Sanchez, , 1995 Kogut and Kulatilaka, 1994) .
These asset related option structures may allow multinational enterprise to deflect downside performance outcomes and exploit favorable market conditions. The associated performance effects are particularly relevant to manufacturing firms with plants located in different overseas markets but do not take a diverse knowledge network into account as a potential source for strategic opportunity and effective responsive actions (Mang, 1998; Desouza and Evaristo, 2003) . As argued by Contractor et al. (2003) there is a need to go beyond the focus on manufacturing and assess potential effects in service businesses. A diverse knowledge network embedded in multinational enterprise can enhance innovative behavior and furnish effective responses to adverse as well as favorable environmental developments (Foss and Pedersen, 2002; Denrell, Fang and Winter, 2003) . These incremental performance effects are likely to be differentiated between firms operating in capital intensive production industries and knowledge intensive service industries (Contractor et al., 2003) . These arguments lead to the following hypothesis.
Hypothesis 4:
The positive effects of multinationality are more pronounced in knowledge intensive service industries and less so in capital intensive primary industries.
The following section presents an empirical study performed to test the hypothesized relationships.
Methodology
The empirical study was devised to investigate the relationships between multinationality and associated risk management and performance outcomes across a variety of industrial settings reflecting different environmental conditions and levels of knowledge intensity. The relationships were tested in multiple regression analyses using downside risk, upside potential, and firm performance as the dependent variables and multinationality and various control variables as independent variables in different industry sub-samples.
(1) Downside risk p = β 0 + β 1 Multinationality p + β 2 Organizational slack tp + β 3 Firm size p +β 4 Industry risk p + ε p Downside risk reflects the firm's ability to deflect economic performance outcomes below a certain industry related target. Multinationality captures the organization's control over and access to tangible and intangible assets in overseas entities. The regressions included a number of control variables to take potential confounding effects into account. Firm size implies successful business expansion in the past and may, therefore, reflect availability of specialized resources and organizational slack that could affect the ability to withstand downside risk (Aldrich and Auster, 1986) . Hence, firm size and different measures of organizational slack were included as control variables. Finally, a measure of industry risk was included to control for industry specific performance effects (Rumelt, 1991) . The subscript 'p' reflects average annual values over a period of observation, which in this study corresponds to the five-year time span from 1996 to 2000.
The flexibilities embedded in the multinational enterprise should enable the firm to avoid downside risk effects from unfavorable exposures but also represent opportunities that can be exploited under favorable conditions (Reuer and Leiblein, 2000) . Therefore, to consider the full influence of multinationality we should test not only potential effects on downside risk, but also the ability to realize the upside potential associated with better execution of growth options (Kester, 1984; Myers, 1984; Kogut, 1989) and "positive NPV undertakings" that constitute strategic opportunity (Denrell, Fang and Winter, 2003 ). These relationships were tested in regression analyses using upside potential as the dependent variable and multinationality and control variables as independent variables in different industry sub-samples.
(2) Upside potential p = β 0 + β 1 Multinationality p + β 2 Organizational slack tp + β 3 Firm size p +β 4 Industry potential p + ε p
The upside potential reflects the firm's ability to take advantage of opportunities and achieve economic performance outcomes above a certain industry related target. This multivariate model incorporates the same control variables as the test on downside risk but the industry related control variable here considers the industry potential as opposed to the industry risk.
The direct economic performance effects were analyzed in a regression using firm performance as the dependent variable and multinationality and control variables as independent variables including a control for industry related performance effects. The use of three different outcome variables in the regression analyses allow us to investigate different aspects of performance while remaining consistent with other studies analyzing the performance relationships of multinationality. The downside risk measure was used in previous studies to assess the potential effects of real options structures embedded in multinational enterprise (Reuer and Miller, 1996; Reuer and Leiblein, 2000) . To remain true to the theoretical option valuation models, we also consider the potential effects on the firm's upside earnings potential. Whereas this has not been done in other studies, it does represent another potentially important dimension of firm performance. Finally, a string of studies have used financial ratios, such as return on asset (ROA), as an economic performance measure (e.g., Grant, 1987; Hitt et al., 1994; Contractor et al, 2003) .
Data collection and measures
Organizations were extracted from all four-digit SIC industries included in the Compustat database. Only firms with complete datasets for the entire period of study were included and observations with extreme performance measures, approximately one percent of the initial sample, were excluded resulting in a final sample of 1,542 firms across industries. All the performance measures and control variables included in the study were derived from archival data available in Compustat. Downside risk was measured as the second order root lower partial moment using the annual mean ROA in the two-digit SIC code industry as the implied target level (IROA). Hence, the downside risk measure captures the relative underperformance of the organization during the five-year period, i.e., a high measure implies that the organization has a poor ability to avoid downside risk. Employing a second order coefficient enforces the effect of below target performance reflecting a risk averse behavior (Fishburn, 1977; Miller and Reuer, 1996) .
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; t = 1996, 1997, … , 2000 Similarly, upside potential was measured as the second order root upper partial moment using the annual mean ROA in the two-digit SIC code industry as the target level (IROA). Hence, this measure captures the relative over-performance of the organization during the five-year period and implies that the organization has had a good ability to exploit upside earnings potentials.
The second order coefficient enforces the effect of above target performance and thereby reflects an opportunity seeking behavior. To remain consistent with previous studies, multinationality was measured on the basis of the number of countries in which the company has foreign subsidiaries (Kogut and Singh, 1988; Reuer and Leiblein, 2000) . To capture all knowledge-based flexibilities, the measure was determined as the sum of the natural logarithm of one plus the number of foreign subsidiaries and the natural logarithm of one plus the number of countries in which the firm has a presence.
The natural logarithm was applied to adjust for data skewness and ensure normality. The The variables for organizational slack were measured by three different ratios calculated as accounts receivables/sales, inventory/sales, and selling, general, and administrative expenses/sales, which is consistent with previous studies (Miller and Leiblein, 1996; Reuer and Leiblein, 2000) . The ratios were normalized across two-digit SIC code industries and averaged for the 1996-2000 time-period. Firm size was measured as the natural logarithm of total assets to correct for positive skew in the size data (Aldrich and Auster, 1986) . Industry risk and industry potential were measured as the average downside risk and average upside potential of all firms classified within the two-digit SIC code industries. For comparison, we incorporated a third regression model to test the direct performance relationships of multinationality across different industry sub-samples. Potential outlier effects were assessed by excluding observations with large deviations between actual and predicted values from the analyses but the large sample sizes make the analyses robust to these influences. The data was also checked for normality, heteroschedasticity, and multicollinnearity.
Results Table 1 provides descriptive statistics on the total sample of firms operating across all the fourdigit SIC code industries.
______________________________________________________________________________
Insert Table 1 about here ______________________________________________________________________________ Hypothesis 1 was tested through regression analyses performed with the downside risk measure as dependent variable in the total cross sectional sample as well as industry specific sub-samples.
Hypothesis 2 was tested through regression analyses performed with the measure of upside potential as dependent variable in cross sectional as well as industry specific sub-samples.
Hypothesis 3 was tested in comparable regression analyses using firm performance as the dependent variable. The regression based on the total sample including firms in all industries indicates that multinationality has a significant positive relationship to firm performance while no significant effects are traced on downside risk and upside potential (Table 2) . However, the regression coefficient of multinationality on downside risk was negative and the coefficient on upside potential positive as expected. In a modified sample excluding firms operating in primary and network industries, multinationality has a significant negative relationship to downside risk and significant positive coefficients on upside potential and firm performance (Table 2) . Hence, the effect on firm performance can be ascribed to the ability to avoid downside risk as well as exploit upside potential. These results provide general support for hypothesis 3 and support hypothesis 1, 2, and 3 across a majority of industrial environments.
______________________________________________________________________________ Insert Table 2 about here ______________________________________________________________________________
Further regression analyses on an industry sample of manufacturing firms (SIC: 3000-3999), comparable to the industry segment analyzed by Reuer and Leiblein (2000) , show a negative coefficient on downside risk and a positive coefficient on upside potential as expected but did not show statistical significance (Table 3) . However, regressions on a sub-sample of firms operating in knowledge intensive service oriented industries (SIC: 7000-9999), as proposed by Contractor et al. (2003) , show statistically significant regression coefficients and, thereby, provides support for hypothesis 4.
______________________________________________________________________________ Insert Table 3 about here ______________________________________________________________________________
Further regressions based on firms operating in primary industries (SIC: 0000-1999) and network industries (SIC: 4000-4999) points to statistically significant inverse relationships between the outcome variables and multinationality and thus supports hypothesis 4 (Table 4) .
When these two industry segments are excluded from the total sample, the regression coefficients on the modified sample correspond to the hypothesized relationships between multinationality, downside risk, upside potential, and firm performance (Table 2) .
______________________________________________________________________________ Insert Table 4 about here ______________________________________________________________________________

Discussion
The results from this study seem to confirm that multinationality can have positive effects by reducing the firm's risk of achieving below average performance and increasing the potential to score above average performance leading to excess economic performance. Organization theory has proposed a number of obstacles that may interfere with the ability to take advantage of flexibilities in the multinational enterprise. For example, organizational inertia is a recognized hindrance to changes in organizational processes (e.g., Hannan and Freeman, 1984; Aldrich and Auster, 1986) . Furthermore, multinationality exposes the firm to additional costs deriving from increased complexities and coordination needs when the organization must adapt to foreign ways (e.g., Johanson and Vahlne, 1990; Zaheer and Mosakowski, 1997) . On the other hand, the multinational network of subsidiaries operating in different countries provides the firm with a wider operational platform and a much more diverse knowledge base. The associated operational flexibility and knowledge management potential should make it possible for the firm to develop and exploit valuable strategic opportunity and the results seem to verify that these benefits from multinationality outweigh the incremental costs of managing a multinational enterprise. In other words, the real option structures embedded in multinational enterprise may improve the firms' ability to manage risk exposures and business opportunities in most environments and particularly so in knowledge intensive service businesses.
In a previous study, Reuer and Leiblein (2000) did not find significant effects of multinationality on downside risk in manufacturing industries during the five-year period 1990-94. Performing a comparable test within the same manufacturing industry (SIC: 3000-3999) during the subsequent five-year period 1996-2000, we also fail to find statistically significant relationships, although the regression coefficients on downside risk and upside potential display the proposed negative and positive signs. This pattern was repeated in other industry segments including manufacturing of household goods (SIC: 2000-2999), trade and retailing (SIC: 5000-5999), and financial institutions (SIC: 6000-6999), while the knowledge intensive service industries (SIC: 7000-9999) showed statistically significant risk management and performance effects.
The regression coefficients had the expected "signs" in all industry sub-samples with two exceptions. The regressions based on firms in primary industries (SIC: 0000-1999) and network industries (SIC: 4000-4999) indicated that multinationality had significant adverse relationships to downside risk and upside potential resulting in a negative effect on economic performance.
The reasons for the adverse risk management effects could relate to a higher degree of business concentration and capital intensity in primary industries, e.g., energy exploration and extraction, where a global emphasis on specific outputs may intensify the exposure to fluctuating energy prices rather than diversifying the risk. Similarly, the network industries include energy conglomerates and communication companies that over-expanded through overseas acquisitions, international energy projects, investment in fiber-optic networks, etc., that increased risk exposures and caused substantial losses in the late 1990s. Nonetheless, the study found that significant positive risk management effects from multinationality seem to exist across a majority of industries and particularly so in knowledge intensive service industries, at least during the recent five-year period 1996-2000. Hence, our analyses reveal significant positive performance effects associated with multinationality deriving from the firms' ability to deflect downside risk and take advantage of upside potential.
Conclusions
In a comprehensive cross-sectional sample of firms, the study finds supportive evidence for positive risk management and economic performance effects of multinationality. The real options perspective often associated with multinational enterprise, therefore, seems to have validity in most industrial environments. However, there are distinct differences between certain industries suggesting that future research should assume an industry perspective when assessing the outcome effects associated with multinationality. Firms operating in primary and network industries including mining, exploration, transportation, communication, and energy distribution that constitute relatively capital intensive business activities show the inverse performance effects. This is consistent with observations that multinational concentration of activities around specific products including crops, wood, metals, oil, and gas increases exposures to price volatilities in global commodities markets. Deregulation of transportation industries have intensified competitive pressures and increased the vulnerability of firms in these sectors and international acquisitions by energy companies caused major losses all of which may help explain the negative outcome effects. Nonetheless, in a sample of firms operating across all other industries including manufacturing, trade, finance, and services, multinationality is associated with lower downside risk, higher upside potential, and better economic performance.
The positive effects ara most pronounced among firms operating in knowledge intensive service industries including hotels, advertising, software, engineering, accounting, and consulting. This is consistent with a knowledge-based perspective of multinational enterprise where diverse global resources can support development of adaptive solutions and new business opportunities.
This implies that real options associated with multinationality not only relate to operational flexibilities but also may bound in the knowledge network of the multinational enterprise that help increase responsiveness under changing environmental conditions. Table 2  Table 3  Table 4 
